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Background 

• The literature has identified at least four factors as important sources of 
the U.S. housing boom 2000-2006: 

 1) Loose monetary policy (Taylor, 2008) 
 2) A relaxation of borrowing constraints (Mian and Sufi, 2009, Boz 
 and Mendoza, 2010) 
 3) A global saving glut (Bernanke, 2005) 
 4) Deviations of house prices from fundamentals (Shiller, 2007) 
 
• However, the DSGE literature has mainly relied on large and persistent 

shocks to housing preferences to explain the house price boom (Ferrero, 
2015, Justiniano et. al., 2013, Gete, 2013) 
 

• Main problem: Preference shocks do not produce a boom in the price-to-
rent ratio as observed in the data 
 

• Many observers have for many years stressed that fundamentals can not 
account for house prices dynamics (Case and Shiller, 2003, Glaeser and 
Nathanson, 2014) 

  
 
 



What I do 

• Set up a standard two-country DSGE model with housing and borrowing 
constraints where domestic consumers borrow from ROW due to relative 
impatience (𝛽 < 𝛽∗) (Ferrero, 2015) 

 

• Replace rational expectations with simple heuristics 
– Agents can choose between two simple rules to forecast future variables 

– Selection mechanism similar to Brock and Hommes, 1997): Agents continuously switch 
between rules to minimize their (past) mean squared forecasting error 

 

• Three exogenous shocks:  

 1) Loose domestic monetary policy  

 -> identified as deviations of the FFR from a standard Taylor rule from 2000-2006 

 2) A relaxation of borrowing constraints 

 -> identified as an increase in the LTV ratio from 90 pct. to almost 100 pct. from 
 2000-2006 (Duca et. al., 2011) 

 3) A saving glut 
 -> identified as an increase in the foreign discount factor that produces a decline in 
 the domestic nominal interest rate of roughly 160 basis points (Bernanke et. al., 2011) 

 

 



Expectations 
• Fundamental rule: 

 
– expected deviation from steady state is zero 

 

• Extrapolative rule: 

 
– past changes in a given variable – multiplied by a factor, 𝛽𝑒𝑥𝑡   - is extrapolated into the 

future 

– motivated by the survey evidence of Case, Shiller and Thompson (2012) (CST)  

– CST estimates 𝛽𝑒𝑥𝑡  to 0.23 

 

• Share of agents that choose each rule (Brock and Hommes, 1997): 

 

 

 
– where                 is a weighted average of mean-squared forecasting errors of the 

fundamental rule and γ is the ”intensity of choice” (I work with γ=1, close to the 
estimates in Anufriev et. al., 2013) 



RESULTS:  
Loose monetary policy and ”Bretton Woods II” 

• Expansionary monetary policy lowers the real interest rate, which 
increases borrowing and raises house prices. 

• Amplified by exchange rate pegs in saving glut countries  



Expectations formation 

• The initial distribution of ”extrapolators”/”fundamentalists” is 50/50 

• Agents quickly switch to the extrapolative rule, except for inflation: 



RESULTS (II): Global saving glut 

• An exogenous capital inflow lowers the real interest rate, which further 
increases borrowing and raises house prices: 



RESULTS (III): 
Relaxation of borrowing constraints 

• An increase in the LTV ratio further increases debt and house prices 

• The behavioral model can almost fully account for the house price boom and the 
low real interest rate and for more than half of the current account deterioration. 
Moreover, it can account for the gradual increase in inflation 2002-2006. 

• Moreover, it establishes a relatively strong negative correlation btw. house prices 
and the current account (-0.68 from 2001-2006 vs. -0.94 in the data)  



Heuristics vs. rational expectations 

• A similar model with rational expectations can reproduce around half of the house 
price boom if the home discount factor is low (around 𝛽 = 0.90) 

• The boom is almost solely driven by LTV shocks 

• However, for empirically plausible values of the discount factor (𝛽 = 0.96), , the 
house price boom collapses and the collateral constraint seizes to bind: 



Should monetary policy respond  
to house price appreciation? 

• Rational expectations: NO 
– Strong deflation and ZLB 

• Heuristics Switching: YES 
– An augmented Taylor rule with a positive response to house prices enables the central 

bank to stabilize both inflation and output and largely prevent the house price boom 
and the deterioration of the current account: 
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